
 

                             July 29, 2015 

 
 

Greetings, 

 Without a mandate, Janet Yellen would surely go ahead and raise rates in September, if only to 

weed out some excess from the market. Yet the Fed’s stated goal of stable prices and full employment will 

make it very difficult to justify tightening monetary policy in the next two months. While the Fed has been 

closely monitoring economic indicators, hoping to understand the economy’s direction, data driven 

monetary policy is not forward looking, it is inherently backward looking. 

 Instead of reading tea leaves, Yellen and Co. should be paying attention to what markets are 

saying. WTI oil prices have fallen 21% since July 1, which has major ramifications for both consumer 

prices and employment. Thus far gasoline prices have held up relative to oil, but they will come under 

pressure in the coming weeks, and it will surely impact CPI. Again, the problem with CPI as a gauge of 

prices is that it operates on a significant lag – often several months. But the gold/silver ratio mirrors 

these moves in real-time, giving you a new price every day. 

 The chart below shows extremely tight correlation between lagged CPI and gold/silver. If this 

correlation holds, and there’s no reason to believe it won’t, US CPI will be -1.5% Y/Y by December. 

 

http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2


 

 Oil’s impact on the job market is equally troubling. Oil-field services providers that help drill wells 

have quietly revealed job cuts that were deeper than initially announced, and warned of more layoffs to 

come. Halliburton (HAL) and Baker Hughes (BHI), two big service companies that plan to merge, 

disclosed last week that they have cut 27,000 jobs between them, double the 13,500 they announced in 

February. Chevron (CVX) cut its workforce by 2% this morning. 

 Nearly 50,000 energy jobs have been lost in the past 3 months on top of 100,000 layoffs since oil 

starting falling last summer. To be clear, the jobs data has been reasonably strong for some time. The 

unemployment rate is rapidly approaching the Fed’s technical definition of “full employment” and initial 

jobless claims are near an all-time low. However, there is little sign of higher wages, which would 

typically be associated with a robust recovery. Average hourly earnings are still stagnant at 2.0% Y/Y 

despite the minimum wage hikes across several states and corporations. 

 The market, which is inherently forward-looking, seems to understand the current economic 

conditions. At the moment, LIBOR rates show investors are betting on the first hike to come around 

January 2016. Yet countless speeches from various Fed officials suggest a September hike is still on the 

table. Whether it’s September, December or 2016, at some point the backwards-looking Fed will collide 

with the forward-looking market, and we should expect volatility. 

 

 The Cup & Handle Fund is up around 3.5% on the year, and +18.0% since August (inception). 

Next week my YTD returns will reset to zero, and I’ll have to start from scratch. I sent out my investment 

letter for July two weeks ago and it’s already moved 3% in my favor. I’m now starting to think about 

themes for August.  If you’d like to start receiving these letters click here. 

 

Today’s letter will cover several topics, including: 

 Caterpillar in a Coal Mine 

 Stocks Need a Breadth  

 Weaker EUR is a Luxury 

 Chart of the Week 
 

As always, if you have any questions or comments or just want to vent, please send me an email at 

mike@cup-handle.com. 

 

Until next time, tread lightly out there, 

 

Michael Lingenheld 
Managing Editor – Cup & Handle Macro 
 

 

http://marketfy.com/portal/cup-handle/portfolios/?ref_code=8d921bf55ce2ede537956901061ebcd2
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Caterpillar in a Coal Mine 

 On July 23, Caterpillar (CAT) reported a 29% profit decline in the second quarter. The maker of 

engines and heavy equipment said demand for mining machines remains “severely depressed” and sales 

of products used in construction and oil exploration have also begun falling. Caterpillar has been 

slumping due to the weak property market in China, which hit commodity prices and therefore demand 

for heavy equipment. Essentially, Caterpillar is selling off for the same reasons that Australian Dollars 

have collapsed. 

   

 With sales running 25% below the level of three years ago, the firm has laid-off 20% of its 

workforce over the same period, but many analysts are expecting deeper cuts. The only reason CAT 

shares haven’t sold off further is some nifty accounting tricks. The company raised its dividend 10% last 

month and plans to spend $1.5 billion buying back stock in the third quarter. With $7.8 billion in cash on 

the balance sheet, they’ve got the financial firepower to keep shares elevated short-term. 

 CEO Doug Oberhelman said during the earnings 

call that expenditures haven’t been slashed further 

because they want to retain enough capacity to take 

advantage of a recovery. Unfortunately, it doesn’t look 

like recovery is coming anytime soon. The Chinese 

economy is still stagnant and the rising US Dollar is 

choking off economic activity across Asia. On top of that, 

Caterpillar products are heavy duty and designed to run 

for years. Trucks and ancillary equipment are being used longer and longer, stunting demand for new 

orders. 

 So far, Caterpillar has kept its full-year EPS forecast at $4.70, down from $5.88 in 2014. But 

investors sense blood in the water and are pushing the stock lower. It might be hard for CAT to break 

below its 2011 low of $70, but the ominous death cross formation on the chart implies more pain is 

coming.  

http://www.investopedia.com/terms/d/deathcross.asp


 

Stocks Need a Breadth 

 While gauging a market’s breadth isn’t much help for day-traders, it can be a very important 

barometer for momentum. Currently, the US stock market’s breadth looks increasingly negative with a 

handful of companies providing most of the gains. Six firms – Amazon (AMZN), Google (GOOG), Apple 

(AAPL), Facebook (FB), Netflix (NFLX) and Gilead Sciences (GILD) – now account for more than half of the 

$664 billion in value added to the NASDAQ this year.  

It’s the same story in the S&P 500, where Amazon, Google, Facebook, Gilead and Disney (DIS) have 

accounted for more than all of the $199 billion in market cap gains this year. Meaning the other 495 

companies, in aggregate, are down on the year. 

 

 The diagram above shows that only 51% of S&P 500 companies are trading above their 200-day 

moving average. A rally driven by a handful of stocks doesn’t mean a crash is imminent, but historically it 

has coincided with market tops. Just because headlines show stock markets at all-time highs doesn’t 

mean the rallies are healthy, in fact, the S&P 500 looks like it needs to catch its breadth. 

 

Weaker EUR is a Luxury 

 Most Europeans have reasons to be thankful the EUR is down roughly 20% Y/Y vs. USD. 

Policymakers are thankful because it helps stir up inflation, exporters become more competitive, and 

debtors can refinance loans at ultra-low interest rates. But no sector has benefitted more from a weaker 

EUR than luxury brands. 

 Brands like LVMH (Moet Hennessy Louis Vuitton) and Kering are projected to report double-digit 

sales increases this week, which is quite a feat considering the economic weakness in luxury-savvy 

regions like Europe, Russia and Brazil. Of 

course, as with everything these days, China 

is a huge factor behind this growth. The 

weaker EUR has created a boom in “tourism 

shopping” emanating from China, as shoppers 

gobble up rare goods on the cheap. 

 With that being said, the second 

quarter results will only partially include the 

period when China’s stock market cratered. 



 

The people traveling from China to Europe to stock up on handbags are not farmers, they’re the country’s 

elite. Many of whom have wealth tied up in equity. The government crackdown on corruption has already 

put a noticeable crimp in sales, because it put the kibosh on lavish gifts. If China’s 1% turn their back on 

luxury brands altogether, or, even scarier develop their own, companies like LVMH will need EUR well 

below parity in order to keep its stock elevated. 

 

Chart of the Week 

 Last week, fertilizer maker CF Industries (CF) said it’s in talks with Dutch-rival OCI about a 

potential merger. This isn’t CF’s first rodeo. Last year, CF held merger talks with Norway’s Yara 

International, in an attempt to create the world’s largest nitrogen fertilizer company, before the 

agreement fell through. CF has been on fire over the past decade for two reasons. First, the bull market in 

grains between 2006 and 2012 created huge demand for fertilizer. And second, the price of natural gas, 

the largest input cost in fertilizer, has plummeted. The result has been increasing margins and a major 

rally in the stock. 

 

 However, grain prices peaked two years ago, and there’s little reason to believe that planted acres 

will jump anytime soon. Natural gas is still incredibly cheap in the US, but prices have levelled off. CF’s 

seemingly desperate attempts to merge makes it seem like its only avenue for growth is M&A. It’s hard to 

see in the above chart, but CF just completed a major reversal. Shares jumped 11% after the OCI talks 

were leaked, but then declined 15% over the next six trading session – giving up all of the OCI gains and 

more. Shares in Agrium (AGU), a fertilizer competitor, have also rolled over recently. An OCI-CF merger 

would probably include huge cost savings, but it could also indicate a top in the sector – similar to the 

AOL – Time Warner deal at the dot-com peak. 

 

 



 

Reader Question: 

**Editor’s note: Every week we’ll try to answer at least one reader question. If you would like to submit a question, 

please send us an email at info@cup-handle.com. We’d love to hear from you! ** 

 

Q:  Could you touch on Brazil’s COPOM meeting… probably end of their hiking cycle… Do u see any analogues 

of how assets react when they end their hiking cycle and what does it mean for USDBRL? - VK 

 

A: Brazil is probably the hardest region to forecast asset prices, because so much is based on politics. I 

think the COPOM will go ahead and hike another 50bps this week, but BRL will rally - it's simply fallen 

too far, too fast. This should be a classic "buy the rumor, sell the fact" situation. Many believe this meeting 

will be the end of the tightening cycle, but I'm not sure. Core CPI is still well above the COPOM's 6.5% 

target for headline CPI, and the government just abandoned its primary budget surplus target - which is 

inherently inflationary. Whether or not this triggers a downgrade (I suspect the market is pricing this in 

now) remains to be seen.  

It's hard to predict a rally in Brazilian stocks unless China turns around in a hurry, especially with 

the highest interest rates in the world. But I will say, that of all the China-dependent stock markets, when 

the situation stabilizes, Brazil should be the first to rally. I've been negative on Brazilian stocks for 3-4 

years and it's been a steady slog lower. However, much of this was due to corruption and political 

incompetence. Sooner or later they'll have a new President (probably sooner), Brazil has natural 

resources and strong demographics. The market is pricing these shares for the apocalypse, but eventually 

value shines through. We're not there yet, but it might not be too long. 

 

That’s all, see you next week! 

 

For any questions or comments, please email us at: info@cup-handle.com 
 
Please visit our website. 
 
Follow us on Twitter: @cuphandlemacro 
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